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2) Estimated Average RetailCOGS and SG&A per Line Based on 

COGS S.G&A EBITDA % Of COGS % Of S,G&A 

(% of sales) (% of sales) margins avoided avoided 

SBC 35% 25% 40% 516 20% 
VZ 3 W o  24% 45% 5% 20"h 
BLS 27% 23% 50% 5 % 20% 

Existing Wireline EBITDA Margins 

Calculated 

EBITDA margins 

-24% 
-4% 
13% 

- Assumes residential wireline margins are equivalent t o  total wireline margins 

f" i a 

3) Calculated Wholesale EBITDA Contribution 
- a) Rt imated average wholesale COGS and SG&A per line 

- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A 

- b) Compared this cost structure to revenue from wholesale UNE-P rates 

. . .  
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I- .* - SBC - UNE-P Average ($3.51) vs. Retail Average $13.53 

- BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12 

- Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59 

- QGest - UNE-P Average $1.03 vs. Retail Average $14.69 
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0 4) Estimated Future Line Loss in Each State 

- SBC: Lost 692K lines to UNE-P in 2Q. up from 358K in 1Q 

- We believe roughly half of these were in June alone 

- AT&T entered IL and OH in mid-June, CA in early August 

- We expect line loss of l m  in Q3 and 1.2m in Q4 
* 

- BellSouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q 

- Losing 100-120/ quarter to reseller in Florida 

- AT&T in Georgia and i s  likely to enter Florida as well 

- We expect line loss of 300K in Q3 and 400K in Q4 

- Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q 

- AT&T increasing marketing expenditures in New York 

- Announced entry into New Jersey in September 

- Expect to enter Pennsylvania in 4Q 

- We expect line loss of 230K in Q3 and 500K in Q4 
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+ Downgrading the Bells (BLS, SBC and VZ) 
- Expect the group t o  perform inline with the market over the next 12 months 

- Dividend yields should provide a backstop o n  valuations 

+ Economics of UNE-P worse than expected for the Bel l s  
- Will put additional pressure on Bell margins and earnings 

- SBC and BellSouth are the most exposed 

Q Line Losses Will Likely Accelerate in 2H02 
- AT&TandMCI 

~ No near-term regulatory relief expected 

a Long Distance is Only a Partial Offset 
Local revenue i s  much higher margin than long distance 

for every UNE-P line added 
- To breakeven on the EBITDA line, Bells need to  add 5 4 long distance customers 

o 2003 EPS Estimates are Too High 
- We now expect 2003 EPS to decline 1.8%; the Street s t i l l  forecasts growth & 1111s \ \ i l lhl l ly 
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United States 
Telecom Sewices 

21 August 2002 

I I Industry updale 

RBOCs' core profn center is under severe atlack from CornpetRivo 
forces. Regulators have reduced UNE pricing such that CLECS are using 
UNE lines to penetrate the residential and small business markets. In 
our view, until UNE pricing becomes more rational, the RBOCs will 
suffer steeper profitability squeezes from CLECs using UNE lines. 

CLEC penelration rising: By the end of 2001 according to the FCC. 

CiECs accounted for 10.2% of the natm-s 192m switched lines. up 
from 7.700 12 months earlier. a 32% increase in market share Cable 
telephony lines are increasing at a slightly faster rate than overall CLEC 
h i e s  9 y  the end of 2001. according to the FCC. cable telephone lines 
constituted 11% of CLEC lines (2.2m lines). and 1% 01 all switched lines. 

Lost ILEC profits: ILECs lost 1.5m lines in the last six months ot 2001 
in the form of UNEs (unbundled network elements) to CLECS. which we 
estimaie comes to Slbn in lost annualized sales. most of which is pure 
pr3lit In a six-month span. then. after taxes. ILEC bottom lines lost 
3bout S325m IP net income, and S4.2bl in marnet ca~italization 
assummg a 13x PIE multiple The Bells control about 9400 01 the nation s 
incumoent access lines. so the RSOCs primarily through UhE,  lost 
S4bn In rnarnet capitalization in the last hall of 2001 The Bells currently 
have a S22Oon equity market cap. meaning that CLECs concelvably 
aestroyed Zoo of Bell equlty value in the H2 ZOO1 

Some CLEC overbuilding: In H2 01. CLBCs gained 2 4m lines which 
we believe was created exclusively at the expense of the ILECs. or 
tC.033 lines per business day Some of these lines are lost to cable 
lelepnony or where CLECs build their own conneclions directly to 
businesses In such cases. the CLEC has overbuilt. or comoletely 
severed the connection between the ILEC and the customer. removing 
the ILEC from 10090 01 their former revenue stream 

Ratings: We maintain our Hold ratings on BellSouth Corp., owest 
~ommunlcatlons. SBC Communications and Verizon Communications, 

Hold 
BellSouth Corporation 
Owes1 Communications 
SBC Communications 
Verizon Communications 

Bruce J. Roberts 
+1 2 1 2  4 2 9  3459 
b-uce roberts@drkr corn 

William P. Carrier 
+ I  2 1 2 4 2 9 3 4 5 7  
william carneredkw corn 
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21 August 2002 UNe-P: the Un.PrOflt 

Investment summary and I conclusion 

fiequlators are forcing 
unurofltable resale prlclng upon 

tne local InCUStV through 

The concern ~sn't the CLECS. with a weak capital market. and the techno bubble-burst. 
the money CLECS need to build out a local network IS NOT available in the public or 
bank markets ironically, the impact of CLEC competition has never been more 
NEGATIVE for RBOCs (we interchange the termS RBOCs and ILECs). Why' Because 
the regulators are forcing unprofitable resale pricing upon the local industry through 
Unbundled Network Elements. or UNES What are UNEs7 

UNEs are network 'elements' - sw~tching. copper lines. data base hookups. fiber 
trunks into office buildings. etc.. that the RBOC is forced to lease to the CLEC. When a 
CLEC uses UNEs INSTEAD of building out its own copper loops. switches. e t . .  It 

avoids major capital exoense. and 'rides' the RBOCs' investments made Over 
decades. When capital flowed freely to CLECs in the 1990s. CLECs took that money 
and decided to buira their own networks. At the tlme that seemed to be a rational 
decision: money would be available from Wall Street 'forever'. and an owned network 
would be more profitable tnan a leased one - eventually Unlonunately for those 
CLECs that overbuilt over wide geographic territories. 1.e.. the "XOs" of the world that 
decided there was a business case lor a 'national -local' inlrastructure that served (in 
retrospect) way too many cities. thereby never achievtng density - the key to local 
profitability - the capital matkets dried up Left were the lioutd competitors l o  the Bells: 
ATBT and MCI (untll now). who, over the last two years. have taken up UNE. or 
leasing. rather than constructing a second local network. as the meals to Compete. 
WHY? 

AT&T and MCI are very concernea asout losing long distance customers to the 
R 9 0 C s  So even i f  UNE Isn't as or0fi:able as owning your own network by belng able 
to offer local sewice promptly (which UNE enables) and at a decent profit (which UNE 
enables). the long atstance carriers can combat long dlsiance customer defection. 
making THEIR foray ~nto leaslng local serwces more prol~tabie by avoiding lost long 
distance revenues. than an " X 3 '  could have 

b Hence. the recent rapid entry into long distance by the RBOCs has been 
accompanied by a rapid expansion 01 the use of UNEs by CLECs. principally 
ATBT and MCI 

# 

b States rule over the Feds on local telephony States have been widening the 
UNE dlscounl - to the detriment of the 8BOCs - as a quid pro quo 10 RBOC 
long distance entry Local Profil margins are much tatter (45:;) than long 
distance margins (2540). so the current trade-off IS a loser for the R B O C ~ .  

2 c\ firesdie. KIPIIWO~! Wasserster 



The regulators may allow three 
to tour  veflically anc 

horizontally tnlegratec 
provioers 

3 

b The has caused mucn more rapio CLEC UKE use This was seen 
most recently In California. wnere tne CA PUC nas recently ruiec! tha: 53: can 
provide long dlstance (SBC still must aupiy at tne FCC;. I C  me case of :A. 
AT&T got lower UNE rates BEFORE SSC was able to get intc ion; 3istance 
causing a timing-engendered loss as well. 

Wnich regulators? Well. first the FCC. which took tne 1996 ACI tnat dio not specily 
pancular uNEs or wnat orice they should be made available at. The last FCC made a 
long list 01 UNEs and set severe discount 'Irameworks' to those UNEs. Then the states 
got into the act by setting the actual UNE rate. 1.e.. the discount from retail rates 
offered to an RBOC's customers. These discounts can be as high as 6500' At the 
margin. such revenue loss, accompanied by COntinued network costs. results In almost 
one-lor-one profit 105s -thus, the UNE i s  highly profit-destructive 

The only saving grace IS that MCI has serious financial difficulties. and could be forced 
to abandon its UNE expansion program - t o  the Bells' benelit. In addition. ATBT. which 
is In much betler llnancial shape. and can. we estimate. survive on its own lor years, 
could be bought out by a Bell i l  the current telecom meltdown contlnues In other 
words. the reguialors - the FCC and DOJ - may allow the oligopolizatlon of the 
telecom industry whHe inere are three to lour venlcally and horizontally integrated 
providers. That is tnree to lour old Ma Bells. 

b For investors we believe that the Bells are rradlng near historically low multiples 01 

EBITDA. wnicn 1s the most imponant barometer 01 value. In our view However. 
UNE I S .  at the margin. so value aestructive. that we would be HOLDERS. if and 
until the regulators become more realistic. And 11 they don't. Shareholders mlght be 
rewarded by a severe downsiztng of MCI andlor absorptlon 01 ATBT by a Bell. 
Conclusion: Hold 



21 August ZOO2 UNe-P- the Un.proflt 

"The cream skim" - business, I population density and I demographics 

The current competitive policies favor rich residential customers. large businesses and 
states with greater papulation denSity. 

According to the FCC. 55% of CLEC lines served medium and large businesses and 

government cuslomers In contrast. lust 23% of ILEC lines served such customers. 
Conversely, 45% of CLEC lines served residential and small business markets. 
while over 75% of Bell lines served lower profit residential and small business 
lines. Businesses and government offices are more densely packed. and spend more 
per access llne than residents. 

45 of CLEC iines serve0 

resioenlial anc small business 
markets 

Thus lhe ILECs are lelt holding the bag - serving more of the costly (read 
geographically dispersed) and lower paying line base We vlew the cream skim' as 
one of the most compelling arguments that local competition regulation I S  destructive 
and tlloglcal 

Year-end 2001 E CLEC line composition 
~ __ ~~~ ~~ ~~ 

Figure 1: CLEC access lines. 1999-2001 
~~~~~ ~ ~ 

25 000 ~~ 12 0'. 

li 20. 
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Overbuild: 33%, but in key sectors much lower 
The goal of the 1996 Act was 10 
create the environment for Local 

competition not create local 
COmPetitiOn 

of the 3 3 5  OverDUlid percentage. we estimate that unoer 5 %  of resloentla. imes are 

overbul)l lines. w e  believe this IS a tellins statistic ano perhaos the most Imponant in 

this rePo,, In the us at year-end 2001 there were 134m resmentia and Small 
business access ilnes The malonty of overbuilt lines are business lines. with a 
concentration or; medium and large S Z d  businesses. Our view IS that the Current 
rules forcing RBOCs to resell local lines to CLECs at very deep discounts are off 
course. The goal of the 19% ACI was to create the environment for local 
competition, not create local Compelition. Although seemingly subtle. this is a huge 
distinction. The idea I S  that to produce new. exciting sewices and pricing programs 
requires a competitor to provide new. exciting. services. How can that occur if the 
CLEC IS reselling the RBOCs' service? With only a 33% overbuilding rate. the desired 
outcome of the ACI IS unaccomplished The Idea was to give the CLECs a means to 
build customer scale upon which they could then pstify building their own network. 
since this is an industry 01 scale In point of fact. the growth in U N E  lines is 
accelerating. despite the fact that the base of CLEC customers is alSO expanding. With 
U N E ,  the CLECs are merely behaving as rational decision makers. If it's cheaper and 
less risky to resell rather than build. then resell is the answer. unllke the long distance 
industry which ts less of a natural monopoly Since 11 takes lust severalbn dollar5 and 
two to three years to bujid a national network. except for the cream of the business 
market and the cream I e .  demographically desirable (read: rich homeowners who 
can buy many services; residential marKe1. a new national local network is unlikely lo 
emerge. We won't gel into "what !Is." but under a more ratloral local competitive 
framework. overbuilding mlght have occurred to a greater enent. 

Sinking the sunk costs 
Overbuilding erases any revenue contribution from former customers or prospective 
customers that wou!d have used a Bell 1' a? overbuilding CLEC wasn't around It fully 

'strands' the hnes' assets The bustness base IS easier to overbuild because tney are 
located in oHlce buildings ana otherwse DacKed more oensely So the 'cream skim' 
haS Deen accompanied by the ' O V E ~ D U I I ~  'na! 1s for years. CLECS such as Time 
Warner Cornrnunicattons AThT Business a i d  WorldCom's MFS (although we believe 
one of WCOM's downfall was 11s inablllty 10 leverage the MCI long distance base and 
'backsell' an MFS loca# produ;I inlc , t '  nave been bu:lding their own trunks into 
business locations. either lully byDass8ng the ILEC. or perhaps renting minimal network 
subsegments sdch as the last ilnn into a building NOW. caD:e telephony is copying the 
CLECs on the resiaential sloe By piggyoacking onto the cable television network. they 
lound an economical way io  overmld the less oense resioential t a w  a danger lo  the 
Bells that have concerned us lor some time FCC statlstlcs show cable telephony 
penetration increasing even faste: lhan overall CLEC penetralton, and AT&T 
Broadband reponed In 02 02 thal lo: tne firs1 time. 11s cable telephony operations are 
EBITDA-positlve. valldallon mar a means to crack' the natural monopoly In the local 
residential market exists It still takes a lot longer to deploy a cable telephony line than 
a line Thus. cable telephony 15 probably impacting residential lines' margins, but 
not taking significant mamet Share ye1 

Cabie telephony penelrafion is 
increasing even laster than 

werall CLEC penetration 

5 



rn 

i 

r 

r 

r 

- 
I 

- 
I 

- 
n LINE-P lines aoc 20 -40 

oo~r l ts  of gross margin to a 
I CLEC 
- 

UNE-P has mace i t  possible tor 
AT i ano MCI to compete in 

the resioential arena 

The b ~ t ~ o m  line I S  that c3mDetltion comes IC twc flavors reselilng tne $BOCs' netwcrh 
or overbuilding The Bells argue thal low UNE rates. wniCP car torce an i i B X  te 
resell a local lhne to a CLEC Such as MCI "Nelgnborhood lor as much as 70'. ott o! 
retail. aren't so bac Decause they at leas! provioe some revenue across a 11%- hxea 
cost structure AISO. smce the line IS deDloyed already (sunk cost]. and only minima! 
cash IS required to operate that line. an RSOC would select UNE to Overbullding as the 
lesser 01 two evils. We agree. However. with overbuilding now taking place in the 

business and residential ends of the local marke:. we expec! that the value ot the 
RBOCs' plan:. ,e . ,  tneir sunk costs. are falling. and that plant write downs loom. 
Again. the overbuilding IS concentrating in the large business arenas and wdl occur tor 
plant that serves large businesses. not the residential market. 

Resale: 22%, down from 43% two years earlier 
Resale IS uneconomtcal for CLECs. so they are dropplng resals ltnes or changing them 
to a UNE-P "IlneS" regime. which are tunctlonally equivalent. but add 20?.-4C?, polnts 
of gross margin to a CLEC 

Figure 2: UNE " 5 .  resold lines. 1999-2001 
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UNE: 47% (&Wo at YE 1999) -erased 2% of bell equity? 
The UNE platlorm IS growing rapidly In use T o  the CLEC the only diflerence between 
reselling and UNEs I S  the cost In tact, LINE 1s nothing more than resale with 2-3x the 
discount. which comes to a 35:c-60?, discount UNE-P has made it  possible for AT8T 
and MCI to compete in the restdentla1 arena Because 11 is too coslly to build out IeSS 

dense residential networks. UNE.P resale (and cable telephony overbu!ldmg) are 
belng used to penetrate tne residentlal and small busmess market Accordlng to the 
FCC. CLECs Served 4 69, 01 those markets at the end 01 2000, and 6 696 of such 
markets by year-end 2007 There were 9 5m UNE loops at year-end 2001, up from 
em six months earlier. About 61% or 5.8m hnes. were UNE-P lines that included 

switching, and the resf 13 7m) were UNE loops. where tne CLEC just leases the 
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loop  ana provioes tne otne: networK eiellents UNE~LOOCS cause the ia:?ss: 
revenue loss under tne locai n'noiesaie scneme However, uNE loop sales snouic 

ameltorate. In our VleW 

I L E C ~  lost 1.5m lines in the last six months o! 2001 in the lorm o! LINES :c C-Ecs. 
which we esllmate comes to Slbn in iost annualized sales. most of wnich IS Dure profit 
in a s,x.montn span. then. alter faxes. ILEC bonom lines lost abou: S 2 5 m  in net 
income. and S4.2bn In market capitalization. assuming a 13x PIE multiple The Bells 
control about 94% o! the nation's incumbent access lines. so the ABOCs. primarily 
through UNE. 1051 Sdbn in market capitalization in the last hall of 2001. The Bells 
currently have a S220bn eauity market cap. meanlng that CLECs concelvably 
destroyed 2 a 0  01 Bell equity value in the second half of 2001. assuming our estimates 
are reasonable and that tne market actually "made" this observallon and factored it into 
stock prices. There s no assurance RBOC stocks didn't decllne due lo  Other reasons, 
and that the UNE-P Issue has yet to be faclored into the stocks. 

Case study: ATBT UNEs 
ATgT's new senior management stales that lhe UNE-P platform is expected lo be as 
successful in pene!ialtng the business marke! as it has been In the resldentlal market. 
Today, T has some 3 2m local hnes. of whlch 500.000. or 15% are UNE-P-based. 
That percentaae w11l increase We esitmate that the UNE-P platlorm will be 
instrumental tn enabllcg ATgT to reach 11s goal of SlObn In annual business local 
revenues in flve years Note. it takes i about two years lo: UNE-P. on its own. to 
breakeven. excluding the positlve impacts 01 bundling long distance with UNE-P. 

From a macroeconomic point of view there are several concerns with the UNE-P 
system: 

b 

The IJNE-D Dlanorm will be 
ms:runiznta' 1 3  enablifig AT T 

13 reach i ts  goal Of lCbn In 
annlJa! 0?1stneSs local :ei'enues 

tn f ' vevears  

It's a pol~cpstlmulated transfer 01 wealth (from shareholders and employees to 

consumers). rather than belng let1 to market lorces 

In the longer-term 1: could rob consumers of advanced sewices that require the 
RBOCs' plentilul cash !low to lung 

Asset wnte-clowns WII! cause smn-shocn  and a shock to the teiecam 'supplier' 
system 

b 

b 

UNE I S  a c r e a y  of (ne orlor =CC. admnsi:at,on Only network elements such as 
switching. local loo? costs an0 Otner varlous network elements were requlred under 
the 1996 Act to be sold at reasonable dlscounls to the CLEC. ?he FCC decided lhat 
the ILECs were required to ' re~undle' tnese elements and sell them at much steeper 
discounts than plaln resale. Plain resale was required by the Act as well ?he price was 

10 be the relad price cna:oed by tne Be!; less avoiaable costs Such as selling costs. 

That was Interpreted to mean a 20'c-25'c m t o u n t  to retail. However, [he C L E C ~  
didn't have any margin left over lor a proflt We're not sure. however, inat profit was 

mechanism 10 iumpstarl iocal competltton. and we interpret that to mean to develop a 
required by the A:! At the end Of  the day. the spirit 01 the Act was 10 deliver a 
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mecnanlSm 10 allow comDeti!ors to bulla u$ a large enougn DaSe 01 crstaTer5 - e.!-e' 
through IJNE elements or resale 10 THEN justify building their own networn 

Regulators forgot to notice that wireless is local 
competition, too 
in its juiy 2002 Local Telephone Competition report. the FCC repone0 Inat US 
wireless SubSCriberS increased from 79.7m at year-end 1999 lo l22.4m by year-end 
2001, or a 23 94, CAGR. With wireless carriers onering big bucket minute pians 
including features like Caller ID and free roaming. wireless phones are replacmg 
landlines lor many consumers. AS wireless companies continue to build out their 
networks and improve service quality. wireless'dlsplacement w~l l  mcreasingly dlsplace 
RBOC landlines 

Wireless displacement is not only affecting primafy access lines, but is having a 
devastating effect on RBOC second llnes Second line growth lor the RBOCs 1s 
declining rapidly. primarily as a result of wireless displacement of these second lines. 
For exampie, BLS reponed a 02 02 second line YoY growth decline of 10.690. while 
SBC'S second lines decllned 8.74, YOY in 02 02. Histoxally. second lines have 
increased as much as 1540-205a YoY. and just two quarters ago we estlmale that 
these second line were decltning approximately 5 O C .  I f  we estlmate that the RBOCs 
combined for 17m second lines at year-end 2001. and each second line generales $5 
per month with a 65% EBITDA margin. then S633m of EBITDA was generated lrom 
RBOC second lines in 2001. This S633m of EBITDA is In danger of belng reduced by 
109b Per year. primarily due to wireless dlsplacement. 

Wireless oisplacement is not 
only affecring Primav access 

lines. bur 1s naving a 
QeVaStal'ngenecron c 

SeCOnOlineS 

End result 
S1.4bn decline over last year 
Figure 3: RBOC local wlrelme 
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Regulators hurting consumers in long run 
Regulators have move0 to an 
a m v e  stance to  reoesign the 

InOuSfV 

The COmDination 01 very lobbying on !he Dar! of small and large i rea l  ATGTI 
CLECs. and a democratic FCC (thought to be lrlendly to long dstance ano CLECs. no: 
RBOCs) prodaea the FCC 10 create the UNE-Plattorm, or UNE-P. The FCC aemeo 
tnat U N E s  should be priced at a theoretical level, mat is. what would 11 cos: tor a brand 
new local netwotk to add an access line The assumptions iniluoe state-ot-tne-an 

I 

rn 

i 

networks throughout, and perfect capital and man-hour deployments In other WOxiS.  

we believe these are imaginary. non-historic: therelore. in our opinion. thls is an 
unreasonable way 10 regulate an tndustry Another related issue is that of regulation 
altogether. in the 10 years ot covering this Industry. regula!ors have. In our vlew. laken 
an exponentlally more mvolved role in the "day-to-day" decisions about prlclng. 
mergers, servjce oflerings. inter-carrier relationshlps. etc. !han before the 1996 Act. It 
wasn't supposed to turn out that way Regulators have moved to an a c h e  stance 10 

redesign the industry. from a passive stance where carriers knew the rules and 
operated ireeiywithln them They knew what tnelr returns would be. and dldn't have lo 

make the very risky types ot investments RBOCs have made in the past few years to 
compensate lor the loss 01 growth tn the core business that has destroyed shareholder 
value. On top 01 that the regulators have nad the nerve to regulate the newer hlgh-nsk 
capital return-Drolects such as 3SL Now every carrter move IS scrutlnlzed by a state or 
FCC hearing. slowing aown the communications revolution ot the late 1990s. In the 
shoR run. the consumer wins with these anitlclally lowered local rstes. In the long term. 
the consumer wili sutter a5 ILECs cut their caDital budgets by 30°% which will produce 
fewer services. more network outages. and Crummler customer servlce. The regulators 
don't understand that the local Industry unlike the long distance industry. is the closest 
thing in telecoms to a "natural" monopoly Wlreless. long dlstance and undersea 
networks cost less per E - 0  to bulld. and are constructed in a matter 01 months or a 
yea: or two. no1 the  maiy years #!takes to build a !oca! landhne network 
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